#36.175 2/1/73

Memorandum T3-22
Subject: Study 36.175 ~ Condemnation {Compensation for Loss of Goodwill)

The staff has compliled all the readily-available statutes providing
for business losses generally and geoodwidl specifically in this memorandum.
There are relatively few of them, and the Commission should examine them
carefully to determine whether any offers a suitable approach. A few signi-
ficant points about these etatutes are indicated below followed by a brief
discussion.

Vermont. Exhibit I (pink). Of the statutes collected, by far the

broedest and most widely used at present 1s the Vermont statute enacted in
1957 and unchenged since. This provision was enacted by the Legislature to
cwe a perceived defect in the Vermont case law and, since ite enactment,
it has been fully effectuated by the courts.

The courts have recognized in the cases coming up under this broad
provision that the statute is vague as to the precise nature of the losses
covered--"Ho exact formula for measuring the business loss I1s avallable and

the legislature prescribed none." TFiske v. State Highway Board, 124 vt. 87,

__», 197 A.2d 790, 793 (1963). As a result, the cases have attempted to put
a reagorable gloss on the statute by way of appropriate limitations. This
case development is basically codified in the Vermont Legislative Counsel's
1969 draft proposal of & new eminent domein law (not enacted):

{Just compensation shall consist of any] loss of business profits
on the part of the condemnee resulting from the taking. In determining
lose of business profits under this subdivision, the following limita-
tions and rules shall apply:

{A) The computation of business loss shall be based on loss of
net business profits directly resulting from the taking;
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(B) A reascnable allowance for any services contributed by the
condemnee to the business shall be deducted in arriving at net profits;

(C) A reasonable allowance for the use of any real estate of the
condemnee used in the business shall be deducted in arriving at net
profits;

{D) The recovery of net business profits shall be limited to the
period of time reasonably needed to reestablish thelbusiness at a new
locaticn.

Subdivision (D) does not codify case law but attempts to deal with a problem
that has arisen frequently under the case law--for how long & peried should
the business loss be &llowed. The cases have simply held that the period
should be reasonable &nd should not extend to the 1life of the property owner

(Penna v. State Highway Board, 122 Vt. 290, 170 A.2d 630 (1961)) or for an

undue length:

In these circumstances, recent profits have a relevant bearing in
determining business loss. It is a factor important to potentisl
tuyere, as well as the seller, in arriving at s proper valuvation. The
evidence in this regard must be received with cautlion lest resort to
capitalization methods project current experience to such an extended
period of time that it overreaches any prices that might be set in the
present market. {Fiske v. State Highwey Board, supra. ]

One other problem that has troubled the Vermont courts is the requirement
that the jury assess the business losses separately from property damage or
value. The courts have pointed ocut that the two are often closely inter-
twined, and there are great possibilities of error.

California. Exhibit IT (yellow). The Californis bills were not enacted

and were guite limited in application.

New York. Exhibit III (green). The New York water supply provielons

date from the turn of the century. Typlcal of these is the New York City
provision in Exhibit III. It requires that the business bLe "established"

before it may recelve compensation.
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Florida. Exhibit IV {gold). This statute, enacted in 1965, is limited

to acquisitions by certain public entities for rights of way and applies
only where the business will be relocsted on the remainder. It requires
that the business be established for at least five years.

Pennsylvania. Exhibit V {blue). The Pennsylvania statute, enacted in

196&, provided an arbitrary measure of compensation and &n arbitrary limit
on compensation. It d4d not purport to provide compensetion for general
losses t0 going concern value or to goodwilll. This section was repealed
in 1971.

Ontario, Canads. Exhibit VI (buff). In Canada, provisions for loss of

business and goodwill are common. The Oﬁtario statute 18 provided as &
recent example. Notice the delay in compensation designed to make demages
less speculative.

Great Britain. Exhibit VII {white). Great Britain, like Canada, pro-

vides for business losses. The Housing Act 1s set out in part as 1llustrative.
Note thet payments under it are voluntary rather then mendatory.

Act to Provide Compensation for Loss of Goodwill. Exhibit VIII {pink).

This draft act was developed by the Harvard Student ILegislative Research
Bureau and published in the Harvard Journal on Legislation in 1966. It
places a celling on the goodwill losses recoverable.

Disgrcussion. It is cobvious that most of the statutes provide no limita-
tions or specifications but leeave it to the courts to implement. Experience,
at least under the Verment, New York, and Florids provisions, indicates that
the implewmentation has heen adequate, and the courts have managed to overcome
the difficultles of acting without express statutory directives. The lmple-

mentation of the Vermont statute 1s discussed above; a discussion of the
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application of the New York statute can be found in Aloi & Goldberg, A Reexami-

nation of Value, Goodwill, and Business Losses In Eminent Domain, 53 Cornell L.

Rev. 604 (1968); for the implementation of the Florida statute, see Comment,

Eminent Domain: Compensation for Business Losses in Florida, 23 U. Fla. L.

Rev. 163 (1969).
Perhaps & general statute is all that is necessary. Aloi and Goldberg
comment ;

The language of the statute is liberal both in its assumption of
liability and in its delineation of the renge of compensable damage.
Precise refinement is left to case~by-case construction by the courts.
Generally, thls approach hes worked, and perhsps this alone suffices
to recommend 1t. All manners of proof on the diret or indirect
decrease in the value of & business are admissible, subject only to
the limitation that speculative losses will not be considered.

[53 Cornell L. Rev. at 638.)
They alse suggest that, if it is politically necessary, limitations on the
amount reco¥erable can be imposed either through {1) mitigation of expenses
in case of relocation and renewed profitable operation. or (2) a maximum
celling on the amount of recoverable damages. And, to avoid litigation, some
obvious limitations could be codified, such as a requirement that the business
be established five years. The Eminent Domain Revision Commission of New
Jersey, while it did not reccmmend a business loss provision ("the views of the
respective Commissioners are highly divergent on this phase of the Report and
therefore no specific recommendation ie made"), did suggest some possible limi-
tations in its 1965 Report:

If [interference with and destruction of & business) is to be com-
pensable, the compensation should be limited to a loss of profits for
one year (based upon mathematical average of profits for the three years
preceding). Federal tax returns shall be evidential in support and

defense of the claim, and failure to exhibit the return shall bar the
claim.
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Aloi and Goldberg propose as an alternative that the model statute

I

4 -
{Exhibit VIII, pink) be taken and expanded to apply to all buslness losses

and not solely to goodwill:

Tt seems necessary only to meke & simple change in terminology
to integrate the provisions of this model statute into & general
statute compensating for business losses. The model act defines good
will as "the expectation of continued patremage by a regular clientele.”
Business losses could be substituted for good will, with the introductory
definition then reading: "Business losses are a decrease in net earnings
caused by destruction of or damage to the expectancy of continued ratron~-
gge by & regular clientele." The elimination of good will from the ex-
press terminology of the act would be of no real consequence, because
awards based on capitalization of expected future earnings necessarily
would include that item. [53 Cornell L. Rev. at 642 (footnotes omitted).]

The staff would add that any provision enacted should make clear that
business losses are compensated under the provision only to the extent they
are not compensated under the relocation assistance statute. That statute
provides expenses of moving A business or,in lieu of moving expenses, a
fixed payment not to exceed $10,000. See Cal. Govt. Code § 7262(c) (Exhibit
IX).

At this point, having indicated what there is hhd ecme’ possible direc-
tions, the staff believes it will not be fruitful to further pursue any
alternative until some direction is indicatgd by the CPmmiagion.

1

Resfectfuilj-submitted,

Rathaniel Sterling
Staff Counsel
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EXHIBIT I

VERMONT STAT. ANN. TIT. 19 § 221(2)

Damages resulting from the taking or use of property under
the provisions of this chapter shall be the value for the most
reasonable use of the property or right therein, and of the
business thereon, and the direct and proximate lessening tn the
value of the remaining property or right therein and the business

thereson.
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wAFEIEIT IT

CALIFORNIA LEGISLATURE—1965 REGULAR (GENERAL) SESSION

ASSEMBLY BILL No. 3423

Introduced by Assembiyman Burton

April 26, 1965

REFERRED TO COMMITTEE ON EDUCATION

BB omamen s ddm
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An get to add Sectipns 23153 and 33154 to the Education Code,
relating to eminent domain, and making en eppropriation
therefor.

The people of the State of Colifornie do enact as follows:

Secrion 1. Seetion 23153 is added to the Edaocation Code,
to Tead:

23153, Whenever the Regenis of the University of Califor-
nia acquire property adjacent to the University of California
Hospital, either by purchase or eminent domain, the value of
any husiness or revenue-producing facility conducted on such
property shali be included in ascertaining the value of the
property.

Property taken pursnant to this section shall only be for the
building, construciion or expansion programs of the Univer-
sity of California Hospital

Sue. 2. Section 23154 is added to said eode, to read:

23154. There is in the State Treasury a fund to be known
as the University Hospital Expansion Fuond, which fund is
continuously appropriated for the purposes of Section 23153,
On the effective date of this section the State Treasurer shall
transfer the sum of ... ... dolars {$ .__.___ ) to the Uni-
versity Hospital Expansion Fund from the General Fund.

LEGIELATIVE COUNSEL'S DIGEST

AR 3423, as introdueed, Burton {i54.j. Emicent domain.

Adds Sees. 28153, 23154, E4.C. )

Provides that when the regents purchase or take adjacent property for the ex.
papsion of the University Hospital, the compensation awarded shall inclnde the
vilue of any business or ether revenue-producing facility conducted on the property

en. .

Sets ap the University Hospital Expansion Fopd to help finance snek a hoapital
expansion program, and directs transfer of unspeeified amount from the General
Fund in the State Treagury to the hospital expansion fund.
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The amount so made available to the University Hospital at
any one time shall be equal to the amount of compensation
paid to a property owner for a business or other revenue-
producing faellily conducted on the property taken or pur-
chased. 3



CALIFORNIA LEGISLATURE--1355 REGULAR (GENERAL) SESSION

ASSEMBLY BJILL No, 3454

Introdnced by Assemblyman Allen

April 26, 1835

REVERRED TG COMMITTEE ON EDUCATION

An act to add Section 23153 to the Education Code, reloting
to the cxpenditure of [unds eppropricted for the Regents
of the University of Californic.

The people of the Stete of California do enact as follows:

Section 1. Section 23153 is added to the Education Cods,
to read:

23153. Existing budgeted funds, and any additional funds
appropriated to the University of Cahfornia for the purchase
of land and the building thereon to expand the physical plant
and facilities of the University of California Iospital in San
Francisco, shall be expended only in aecordance with a master
plan adopted, which plan must be adhered fo, and in connee-
tion therewith any business losses experienced by property
owners whose land is taken by eminent domain proceedings or
negotiated purchase must he included in the price paid for
sach Iand and buildings.

LEGISLATIVE COUNBEL'S DIGEST

ATB 3454, as introduced, Allen {Ed.). U.C. Hospital expansion.

Adds Sec. 23158, Ed.C. .

Specifiez that any existing budgeted fupds or funds appropriated for the ex-
pangion of the physicel plant of the U.C. Hoapital in San Franciseo must be
gxpended in accordance with & master plan, which wust be adhered to.

pecifies that any business losses suffered by property owaers whose Iand is
taken by emitent domain or by negotinted purchase must be included in the price
paid for guch property.
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CALIFORNMIA LEGIBLATURE-—1987 REGULAR SES8JON

ASSEMBLY BILL No. 1078

Introduced by Aszsemblyman Quimby

Mareh 15, 1967

REFERETD TO COMMITTEE ON MUNICIPAL AND COUNTY GOVERNMENT

An act to amend Section 1248 of the Code of Civil Procedurs,
and fo add Bection 33397 to the Health and Safety Code,
reloting to community redevelopmen.

The people of the State of Californic do enct as follows:

Seotion 1. Section 1248 of the Code of Civil Procedure is
amended to read :

1248, The court, jury, or referee must hear such legal testi-
mony as may be offered by any of the parties to the proceeding,
and thereupon must ascertain and assess: :

1. The value of the property sought to be condemned, and
all improvements thereon pertaining to the realty, and of each
and every separate estate or interest therein; if it consists of
different parcels, the value of each parcel and each estate o
interest therein shall be separately assessed;

2. If the property sought to be condemned constitutes ounly
a part of 2 larger parcel, the damapges which will acerue to the
portion not soaght to be condemued, by reason of its severance

bk el
mwgwmqmmmwmu

Jovsk
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LEGISLATIVE COUNSEL'S DIGRST

AB 1078, as introduced, Quimby (Mun. & C.G.). Community rede-
velepment. :

Amends See, 1248, C.C.P., adds Seec. 33397, H. & 8.C.

Requires community redevelopment ageney aecquiring real property
and displacing tenant oecupying such property to compensate him
for injury to good will of hig business.

If suck property is condemned, requires court, jury, or referee to
hear testimony relevant to amount of injury to good will of such busi-
ness and then ascertain and assess the amount of compensation due
displaced tenant. - ' : .

Yote—Majority ; Appropriation—No; State Expense—No.

-l
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From the »-aiten songil 1o be condemand, oo the eorsiruetion
vemsnt i the manucs posposed by the plaintiff;
how rmach the poriien wot seaght to be con-
aeinned, and cach estate or interest therein, will be benefited,
if at «ll, by the eonstruetion of the impravement proposed by
the piainiiffs, If the Lepafit shall be equal to the damages
assessed undey subdivisien 2, the ownar of the parrcel shall be
allowed no compensation exeent the value of the portion taken.
If the benefit shall be less than the damages so assessed, the
former shall be dedneted irom the latter, and the remainder
shall be the onily damages allowed in addition to the value.
If the benefit shall be greater than the damages so assessed,
the owner of the parcel shall be allowed no compensation ex-,
cept the value of the portion taken, but the benefit shall in no
event be dedueted from the value of the portion taken;

4. The emount of compensable tnjury fo Dusiness a5 pro-
vided for by Section 33307 of the Heallh ard Scfely Code.

%

5. If the properiy sought to be condemmed be water or the
use of water, helonging to riparian owners, or appurtenant to
any lands, how much the lands of the riparian owner, or the
Tands to which the properiy sought to be condemned is ap-
purtenant, wil! be benefited, i? at gll, by a diversion of water
from its natural course, by ke eonstruction and meintenance,
by 4¢he person or corporation in whose favor the right of smi-
nent domain is exercised, of works for the dirtribution and con-
venient delivery of waier upon said lands; and such beneflt, if
any, shall be dedueted from eny danmiages awarded the owner
of such property;

8

g, If the property soughi ts be eondemned be for a rail-
road, the cost of good and mafficient fences, along the line of
sueh railroad, sud the coui of catile guards, where fences may
eross the line of sueh railroed ; 2ud such court, jury or referee
shall also determine the necessity for and designate the number,
place and manner of making such farm or private crossings
a8 are reasonably necessary or proper to connect the parcels of
land severed by the easement sondemned, or for ingress to oz
egress, from the lards reinaining after the taking of the part
thereof sought to be condemned, and shall aseertain and assess
the sost of the constructicn and naintenance of sech erossings;

8

7. If the removal, altersiion or reloection of structures or
improvements is songht, the eost of such removal, alteration or
relocation and the damapes, if eny, which will aecrue by resson

thereof;
Z

&. As far as practicable, compensation must be assegsed

for each source of damaages separately.

3
9, When the property soueht to be taken is encumbered
by a mortgage or other lien, and the indebtedness secured

-
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thereby is not due ai the time of the entry of the judgment, the
smount of snch indebtedness may be, at the option of the plain-
tiff, deducted from the judgment, and the Hen of the mortgage
or other lien shall be continued until such indebtedness is paid ;
except that the amonnt for which, as between the plaintiff and
the defendant, the plaintiff is liable under Section 1252.1 may
not be deducted from the judgment.

Sec. 2. Beetion 33397 is added to the Health and Safety
Code, to read:

33397. Every tenant of real property shall be compensated
for any injury to the goodwill of his business caused by dis-
placement from sueh property due to its acquisition pursnant
to the provisions of this artiele,



Memorandum 73-22

EXHIRIT III

NEW YORK CITY ADMINISTRATIVE CODE § Kol-ib.0(a)

The owner = . . of any esiablished business . . . directly
or indirectly decreased in value by reason of the acquiring of
land by the city for an additional water supply or by reason of
the executlon of any plans for such additional water supply by
the city . . . shall have a right to damages for such decrease

in value.



Memorandum T3-22

EXHIBIT IV

FIORIDA STAT. § 73.071{3){b)

[Compensation shall be awarded for] any demage to the remainder
caused by the taking, including [in a case vhere] the effect of the
taking of the property involved may damage or destroy an established
business of more than five years' standing, owned by the party whose
lands are being so taken, located upon adjoining lands owned or held
by such party, the probable damages to such business which the denial
of the use of the property so taken may reasonably cause; any person
claiming the right to recover such special damages shall set forth in

his written defenses the nature and extent of such damages.
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Section 602, Buuiness Disiecstion Diunages.—The condemnee
ahall he entitled fo darasges, as provided in this section, for dis.
location of a Lusiness iocated on the condernmed property, bat
only where it is shewn that tie business cannot be relocated
without substantial icss of petronusge. Compensafion for such
dislocation shall he ihe aelus! moathly rental paid for the busi.
nesd premises, or if there is no lewse, the fair rental valoe of the
business premises, mulriplied by the nomber of months remain.
ing in the lease, not including anexercised options, not to excesd
twenty-four menths or maltiplied by twenty-four if there is no
lease. The amount of such compensatiop paid shall not axceed
five thousand dellars ($5000) znd shall not be Jess than twe

‘hundred filty doilars {($250). A tenzat shall be entitled to recover

fur such business dislocation even though not entitled to any of -

_the proceeds of the condemration.

Conagnent:

This section changes Lristmg law whdeh makes no provizion for damages
for business dislocation loesex. Urnder it the initial burdon is on tha clefmant
to show thet the buainess iv of such a Jocal character that it cannot be
relocated without eubatantis: Yozt of pawronsgu. Generally this would be
true only of the smsll neighbortood business. If this burden is sostained
ther the section provides a inechmnical formalu for fxing the smount of
compengation for this loza Formulas for business valpation based on asrn-
ings or accounting procedures wers c'mcmded ax 100 complicated for nee in
eminent domsix casen,

The remi ar “\‘.‘.’!’tt¢; vaine oh wines the esloliation of compensation is
bwsed is the ronbal of o porton of the rroperty deworsd % the business
Ube oy, which reay be 2ad nonnelly ia less then the entive property. Thi
aoetlon fx intended to swmperssto n o limited way the wnall neighborhood
mcrchant 4abetntally pat ol of Buginess by the eondemnation of B buxe
N2BE PROATEY.



Memorandum T73-22

FXHIRIT VI

ORTARIO EXPROPRIATIONS ACT OF 1968-196%

19. (1)} where 2 business is located on the land expropriated,
the exproprilating authority shall pay compensation for business loss
resulting from the relocation ¢f the business made necessary by the
exproprietion and, unless the owner and the expropriating authority
otherwise agree, the business losses shall not be determined until
the business has moved and been in operation for six months or until
a three-year pericd has elapsed, whichever occurs first.

{(2) The Board may, in determining compensation on the applica-
tion of the expreopriating suthority, or an owner, include an amount
not exceeding the value of the good will of & tusiness where the land
is valued on the basis of its existing use and, in the opinion of the

Board, it is not feasitle for the owner to relocate.



Memorandum 73-22

EXHIBIT VII

THE BRITISH HOUSING ACT OF 1957

63. (1) A local authority may pay to any person displaced
from 8 house or other building such reascnable allowance as they
think fit towards his expenses in removing, and to any person carry-
ing on any trade or business in any such house or other building
they may pay also such reasonable allowance as they think fit -towards
the loss which, in thelr opinion, he will sustain by reason of the
disturbance of his trade or business conseguent on his having to quit
the house or bullding, and in estimsting thet loss they shall have re=-
gard to the perlod for which the premises occupied by him might reason-
ably have been expected to be available for the purpose of his trade or
business and the availability of other premises suitable for that purpose.
(2) Where, as & result of action taken by a local authority under
the provisions of this Part of this Act relating to clearance areas, the
population of the locality is materlally decreased, they may pay to any
person carrying on a8 retail shop In the locality such reascnmable allow-
snce as they think fit towards any loss invelving personal hardship
which in their opinion he will thereby sustain, but in estimating &ny
such loss they shall have regard to the probable future development of

the locality.
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EXHIBIT VIII

An Act to Provide Compensation for Loss of Good—
.‘meesnlnng{mmEnnnentDomam 0CH

Tir: dct extablishes standards by means of which small businersmen, R
- selling directly to the public and keovily dependent upon goodwill for - -
continued earnings, may be compensated for the loss or partial deitrue- -
. tion of that goodwill in conmection with an exercise of eminest domain,
Thke droftimen deal both with the cate in which ¢ business & piy:sdlj L
du!ow:d and that in whick its patrens are dislocated. B

Parr L SHORT TITLE AND DEPINITIONS

i‘ 'Smu 108, Skort. title,
Tluu\ctmaybcauedtbe ‘GwdwiilCompaWActof

_ Sncrmn 102, Drﬁmmm
(a} Goadm!i”hthsupuutmofmmudmbya
{b} “Imuudbmm":smhmmaf:sdlerafm«mm .
&realy to the public whose location has been taken, or whose re;\in
e crmh hay' been displated by eminent domain. ~ Sl
o {e} “Regular clientele” is a group of people in the vicinity wﬁo .
umehavepaummdlhmnmuthmrmmm_,-
o gnn&anrservma.

S ,;_‘*Samon 102, Dcﬁnrrwm.

1, “Goadwill. * The definition of “goodwill" differs slighﬂw
* from the only definition which has a statutory basis at the present
. time. The states of California, Montana, North Dakota, Okla-
" homa, and South Dakota define “goodwill” as “the expectation -

- ‘of continued public patronage.”* The definition of goodwﬁl in
. thls act stresses that the expectation of patronage which constitutes -

- goodwill must be not only continued but also regular. The p:mm-

.;_’"age which contributes to the goodwill of a business derives fram

" & basically invariable and identifiable group.

i .. “Injured business.” The définition o “m;ured busxaess
‘ontlmu both the types of injuries and the types of hnsmcsscs
“-which are covered by the prowswns of this act. This act is not

intended to provide compensation for all injuries resulting. from

e a taking by eminent domain nor to all businesses which may be
{ S injured by a taking. To come under this act, the injured business

I . must be a retail business, or one which selis d:rcct!y to the public

: ' An injury compens:ble under this act may arise either when

; !_asmess locathn is takcn or when thc regu]a c!;ent:lq of.a .
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than the first, both constitute direct injuries to the goodwill of the
injured business since both situations result in the loss of regular
dlentcle.

“Regular clientele.”” The regular clientele of a business
is an ldenuﬁablc and basically invariable group of people. Its
members must reside in reasonable proximity to the business and
have patronized it for a reasonable time, as a customary source
of goods and services. Unidentified and nonrepetitive customers -

or customers who use 2 business only as asecondary and irregular - =

source of goods or services'do not tqualify as regular clientele.

Section 201. med conditions,
Damages are available for loss of goodwill whcn an m,lured bumus

L}

- CAR prove:;

{a) that prior to the taking s major portion of its income came, md

s expected o continue to come, fron its regular clientele; and

(b} that the regular clientele will not continve to patroize the in-
jured business as a direct result of
{1} the taking of the business location, or

(2) the taking of property in the vicinity of the bum
which scatcers the regular clientele ; and

{¢) that the injured business cannot serve ¢ the regular clientele fiom 7
the same o a new focation without a decrease in profits.

SECTION 201. Reguired conditions.

The existence of goodwill is inextricably bound to the exists
ence of a regular clientele. Therefore, in order for there tobe a

‘loss of goodwill, the regular clientele or a portios thereof must in

some way be prevented from mamtammg their patronage. The
three conditions expressed in this section all assert the requife-
ment that there must be a loss of regular clientele before there -
can be a loss of goodwill. The injured business must prove the -
existénce of all three of these conditions before there can be &

. recovery for loss of goodwall ander this act.

 Subsection (a) requires that the injured business prove that.
prior to the taking, a major portion of its income came from its

' reguliu' clientele. The injured business must further prove that, -

prior to the taking, the major portion of its income was expected

“to continue to come from ity regular dientele.

Subsection (b) requires that the injured business prove that
the regilar clientele will not continue their former patromage
as a direct result of the taking. The discontinuation of the pa-
tronsge, of the regular clientele may directly result cither from
the taking of the business location or the taking of property -
in the vicinity of the business, as the result of which the regular
dientele are scattered. If the taking of the property on which the
regular clientele reside does not result in the scattering of the

regular clientele, the condition stated by this subsection is not

tished. Artakmg whlch would not satisfy the_requirmmts of
of i‘“ Busm fmm thei% fol'mcr ;peclﬁc &




results in the relocation of the regular clientele in the vicinity of
the business.

Damages are not available under subsection (b) when.a
business's regular clientele will not continue their patronage be-
“cause a directly competitive business is established on the land
taken. This situation arises when land is taken by eminent domain
and then sold or leased by the condemining authority to a person
or an organization which establishes a business in direct
competition with another preexisting business in the vicinity.
Although these circumstances may deprive a business of its regu-
lar clientele, the business is excluded from recovery under this
act because of practical and political considerations. It would be
undesirable to discourage the condemning authority from aiding
in the creation and development of 2 new business by requiring it
to compensate. preexisting businesses for loss of regular clientele
when that loss is occasioned not directly by the taking but by
the competitive superiority of the new business.

Subsection (¢} requires that the injured business prove that
the taking of its location or of the residences of its regular
clientele has resolted in the inability of the mjured business to
continue to serve its regular clientele from the same or a new
location without a decrease in profits. Ordinarily, proof of such
an inability will not be difficult. However, two situations may
arise as the result of the taking of the business location or of the
regular clientele which will permit the injured business, in spite
of the taking, to continue to serve its regular clientele without a
decrease in profits. This subsection is intended to prevent re-
covery when either of these situations arises.

The first situation excluded from recovery under subsection
{(¢) 1s that which arises when the business location is taken and
relocation in the immediate vicinity is possible and would involve
no loss of profits. If it i1s possible for the business to relocate in
the vicinity of the location taken so that it is highly unlikely chat
the business will suffer a decrease in profits due to inaccessibility
to its regular clientele, it Is not harsh to insist that the business
owner either relocate or run the risk of being unable to recover
damages. 1f rclocation s not required under the circumstances
so described, then the door is opencd to full recovery for loss of
goodwill by a business which may then relocate and be restored to
its regular clientele. To allow such a business to recover for loss
of goodwill is to compensate it for an injury which it did not
incur. :

The second situation excluded from recovery under subsec-
tion {c) has already been adverted to in the comment to subsec--
tion {b). When the regular clicntele are displaced from their
residences but relocate in the vicinity of the business, the business
will be able to continue at the same location without a decrease in
profits due to loss of regular clientele. This situation thus does
-not involve a loss of goodwill and is not compensable.



SecTind 101, Famage: fw peemenenidy dacoatinged busivels

S‘the*‘t ta -the Limitations of sectian 300 of this Act, if the injured
business is peeniane: stly discontinned, the damages shall cqual rhe expested
future earnings of the m}ured husiness capitalized at the Judgment ratc
i interest less the actual sale value of the assets of the business.

SECTiON 07, famapes for pzrmanenily discontinued business.

The general purniose of this act wnd, more particularly, of
thts and the fuliowing seciinn is to place the owner of the
injured business in the same position thut he would have been in
if thers had been no taking. Therefore, the first step in compen-

sating the injurcd business it to calculate the annual earnings
which it could have expected if there had been no taking, these
earnings cap be called the expected future earnings. These ex-
pected future carnings are to be capualized ac the judgment rate
of interest in order to arrive at an amount which represents the
pressnt value of the expected flow of future annual earnings over
the years subsequent to the taking.

It should be noted that the judgment rate of interest is select-
ed as the capitalization rate. An alternative would be to capitalize
at the “going rate” of interest. Although this latter rate, inas-
much as it is invariably a lower rate of interest than the judgment
rate, represents more accurately the return which the injured
business owner can actually expect from the award of damages,
it is rejected as the capitalization rate because of the dificulties
inherent in"determining the going rate of interest at any particular
time. The going rate of interest is a vague and debatable figure
whereas the judgment rate of interest is definite and readily
ascertainable.

When the injured business ts one that involves the sale of
services and when there are no physical assets or the physical
assets have no liquidated value, the permanent discontinuance of
such a business will entitle the owner to recovery of the full
amount of the capitalized expected future earnings. However,
in most, if not all, other cases, there will have to be an adjust-
ment of the amount representing capitalized expected future earn.
ings, whether the injured business is permanently discontinued or
continues in operation. This sectton describes the deduction
which must be made when the injured business is permanently
discontinued and the owner elects to sell his assets. The follow-
ing section describes the adjustments which must be made when
the injured business continues in operation at the same or a new
location. These adjustments are necessary in order that the
injured business not be overcompensated.

I the business is permanently discontinued and the owner
elects to sell his assets, the amount actually received from the sale
of the assets must be .deducted from the capitalized expected
future earnings. Since the deduction required when the assets of
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the husiness are soid is the actual amount received, there is no
necessity for a determination of the fair market value of the
assets sold if the injured business owner 15 unable to realize the
fair market value of the assets when he sells them., However,
under ordinary circumsiances, the injured business owner should
be able to sell his assets for more than the fair hquidation value
since he wiil have a leng period {{rom the order of taking until the
final determination of damages) in which to sell his assets. There
need be no fear that the injured business owner will sell his assets
at less than their liquidation value in order to minimize the de-
duction which must be made from the capitalized expected future
earnings and burden the condemning authority with an inflated
caim. If he elects to sell at less than the [gudation value, he
is taking a risk that the assessor of damages will not agree with
the owner's evaluatior. nf Jamages. The injured business owner
will thus rarely forsake the opportunity to sell his assets for the
highest amount he can get, though this price does not have to be
as high as the falr market value. The only situation in which he
might seil his assers for less than the liquidation value is one which
did not involve an “arm’s length” sale. For example, the injured
business owner might execute a collusive sale with another with
the intention of splitting the profts of the sale. This subsection
does not negate the ordinary principles of fraud which would
invalidate a claim based upon a coltusive sale of the assets.

1f the injured business is permanently discontinued and the
owner elects to retain his assets, the market value of the assets
retained must be deducted from the capitalized expected future
. earnings. The market value is used in determining the deduction
because the owner is benefited by the retention of any assets to the
extent that he does not have to purchase similar assets at market
prices. The owner of a discontinued business will not often retain
his business assets after the discontinuation of the business. How-
ever, the owner may rctain the business assets if he can transfer
them to another business which he owns at another location, or,
the owner may retain certain business assets which can be con-
verted to his personal use.

Any damages estimated under this section are limited by the
provisions of section 306.



SEcTION 10z, Damages if business iy continued.

Subject to the Lmitations of section 306 of this Act, if the injured
business contioues operating at the same or z new location, the damages
shall equal the expeciad future carnings of the injured business capitalized
at the judgment rate of interest less the actual future earnings of the
injured business capitalizcd st the i lgment rate of interest

(a} plus any increase in the net assets of the injured business, or

(b} Tess any Jecreass i the net assets of che injured business,

SeCTION 302, Damazes if business 45 continued.

This section describes the cdjustments which must be made-
when the business is contumied at the same or a new location.
If the net assezs of the injured business neither increase nor de-
crease after the taking, then subsections (a) and (b) of this
section are inoperable and the damages will equal the expected
future earnings of the injured business capitalized at the judgment’
rate of interest less the actual future earnings of the injured busi-
ness capitalized at the judgment rate of interest. However, if
the continuation of the injured business results in its operation
with 2n increase in net assets above the net assets prior to the
taking, or a decrease in net assets below the net assets prior to the
taking, then the actual future earnings (and, consequently, the
capitalized actual future earnings} will be partially attributable to
any such increase or decrease in net assets.

When net assets are increased or decreased the injured busi-
ness takes on a new character. If the net assets are increased
after the taking, it will almost invariably be the case that average
carnings will also increase. Therzfore, the average earnings
which an injured business loses because of a loss of goodwill may
be offset by the averrge earnings which the injured business gains
by an increase in net assets. In face, if the increase in net assets
is significant, it may well be that capitalized actual foture carn-
ings will exceed the capitalized expected future earnings so that,
if the formula of this section is applied without any adjustment
for the increase in asscts, it may appear that there has been no
loss of goodwill. But such a determination would be patently
incorrect because in trying to determine the amount of goodwill
which an injured business has lost, one is concerned with the
average earnings of a business with a certain amount of net
assets (e. g., $100,000} prior to the taking as contrasted with
the average earnings of the same business with the same amount
of net assets after the taking. A business with increased net
assets(e.g., $150,000) has a new character; its average carnings,
unadjusted to take into consideration the increase in net assets,
are irrelevant to a determination of the amount of the goodwill
that has been lost by 3 business with fewer net assets,

Under these circumstances, it would be unfair to the injured
business owner to determine the loss of goodwill by subtracting
the capitalized earnings of a business with $150,000 in net assets
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from the capitalized earnings of a business with $:100,000 In net
assets. Therefore, in order to fairly measue the loss of goodwill
suffered by the injured business as a resuit of the raking, there
must be an adjusiment to account for the efect which the in-
crease in net assets he upon cepitalived actual future carnings.
This adjustment consists in adding any increase in the net assets
of the injured business to the difference between capitalized ex-
pected futare =arnings and capitalized actual future earnings.

A similar adjustment has to be made if net assets are de-
creased. Tf net assets are decveased afer the taking, it will almost
invariably be the case that average earnings will also decrease.
Under such a circumstance, it wounld be unjust to the condemning
authority to derermine the loss of goodwill by subtracting the
capitalized carnings of a business with $96.000 in net assets
from the capitaiized earnings of a business with $100,000 1n
net assets. This amount wouid be particularly unjust to the con-
demning authority if the decrcase in net assets were due to a tak- .
ing of assets and if the condemning authority had already com-
pensated the injured business owner for such asscts as were taken.
Vo award damages based on the capitatived earnings of a business
with decreased ner assets would be eguivalent to allowing the
injured business owner double recovery for loss of assets. There-
fore, in order to fairly measure the loss of goodwill suffered by
the injured business as a result of the taking, there must be an
adjustment to account for the effect which the decrease in net
assets has upon capitalized actual future earnings. This adjustment
consists in subtracting any decrease in tie net assets of the injured
business from the difierence between capitalized expected future
earnings and capitalized actual future earnings.

Proper application of the formula stated in this section can
best be illustrated by an exampie of the computations which must
be carried out when uet assets are increased. For the purposes
of this example, assume that prior to the taking an injured busi-
ness has net assets of $100,000 and average earnings of $10,000,
that caiculations under section 304 indicate that expected future
carnings equal average earnings, or $10,000. Assume further
that after the taking the injured business has net assets of
$150,000 and annual earnings of $12,000 and that calculations
under section 30§ indicate that actual future earnings equal the
annual earnings after the taking, or $12,000. Assume the
judgment rate of interest to be 6 2/3%. Based on these figures,
damages under this section would equal the expected future eara-
ings of the injured business {$10,000) capitalized at the
judgment rate of interest {6 2/3% ) less the actual future earnings
of the injured business {$12,000) capitalized at the judgment
rate of interest {6 2,/3%) plus any increase in the net assets of
the injured business ($50,000). Damages would thus equal
$20,000, ’



Arithmetically, the compuwations would be as follows:

$roooo X 1/0667 {or 15) =  B15C,000 — capitalized expected
future earnings

$12,000 X 1/.0667 {or 15) — —~-%180,000 ~— capitalized actual
furure earnings

—3 30,000
plus {$:150,000 — $100,000) == +$ 50000 — increase in net assets

g 20000 — loss of goodwill

Whichever method is used under this section ta estimate the
amount of damages, any amount so estimated is imited by the
provisions of section 306.
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Seerion 303 Ertimation of sverege earnings.

"Averape earnipgs’ means the average annual net income of a busi-
ness during the last five years prior to the valuation date. The salary of -
an owner-manager to the sxtent that such salary is available to him in the
same or simitar employment shull be treated a8 an expense of the business
and not as part of net income, If the salay of an owner-manager does
not reflect his ecenomic value to the njured business, additional salary, to
the extent indicated in the preceding sentence, shall be imputed to him and
treated as an expense of the injured business,

SECTION 303. fslimation of average earnings.

The anrua! net income over the last five years prior to the
valpation dare is chosen as the basis for determining average
earmngs in order that a clear pattern of business in the recent
past may be estabhished. A longer period might introduce hgures
that are no longer representative and a shorter period might not
afiord an adequate description of the trend of recent business.

If an owner-manager loses income in the form of salary be-
cause of a taking, such salary will be recoverable by him as a part
of annual earnings if he is unable to find other employment. How-
ever, to the extent that such salary is available to an owner-man-
ager after the taking in the same or similar employment, the
salary of the owner-manager prior to the taking will not be re-
coverable but will be treated as an expense and not as a part of
net income. -

The salary of an owner-manager prior ta the taking may be
either real or imputed. The average salary received by others
engaged in similar businesses may not accurately represent the
economic value of an owner-manager to an injured business. 1f
the salary which an owner-manager receives after the taking is
higher than his real satury prior to the takmg or a salary imputed
from the average salary of those engaged in similar businesses,
then it can be presumed that such salaries did not accurately repre-
sent the economic value of an owner-manager to an injured busi-
ness and that, consequently, the owner-manager was underpaid
prior to the taking. In such a situation, the salary received by an
owner-manager after the taking will be imputed to him as his
salary before the taking, whether or not he had a real salary be-
fore the taking, and such imputed salary will be treated as an
expense of the injured business and not as a part of net income.
The salary received by an owner-manager after the taking and
used as a basis for imputing his salary prior to the taking may be
derived from similar or difterent employment.

This section is intended to prevent an owner-manager who
receives an increase in salary in consequence of the taking from
excluding that increase as a deduction from the loss incurred be-
cause of the taking, Such an increase in sslary is a gain to be set
off against any loss incurred because of the taking.
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This section i intended to require an owaer-manager to
mitigate Joss of incane dus to the tasng by accepting similar
employment which is avaiizhic to him after the taking, The rulé
s similar to that which requires an employee o mitigate damages
arising from an employer’s hreack of an employment contract by
accepting availabie sunilar employment. An owner-manuger is
not required to accept dissimilar einployment which may be avail-
able after the taking. Even f an owner-manager does not actually
receive the alery which is avaiisble to him in & similar employ-
ment, the mere fact that such employment is available to him
justifies a set-ott of the salary available against the loss incurred
by the taking.
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Secron 304.  Estimatior of expected future earnings.

The expected foture earnings of the njured business shall be esti-
mated from its average earnings, adjusted to rake into account extraordinary
circumstances which indicate that the level of earninps would have changed
in the future if there had beca no eminent dstnain proceedings,

SECTION a4, Fstimation of expecied futnre earnings.

The expected future eaenings represent the average annual
net income which was cxpected in future vears from the injured
business orior to the taking. The value assigned to expected
future earnings is to be derived from an analysis of its average
carnings (section 303)}. The trend of net income aver the past
five years will be one indication of whether the level of earnings
could have bheen expected to rise or to fall even if there had been
no taking. In addition, certain extraordinary circumstances may
indicate that the level of earnings would have risen or fallen m
the future if there had been no taking.



Secrion 30§, Estimation of acival future carnings.

The actual futere earnings of the injured business shail be estimated
from its average earnings and earnings subsequent to the valuation date,
so a5 to fairly reflect the prospects for the business under the changed condi-
tions caused by the emminent domain proceedings.

SecTioN jo5. Estimation of actual future carnings.

The actual future earnings represent the average annual net
income which is expeeted 1n the future years afrer the taking from
the injured business as continued at the same or a new location
under the changed conditions caused by che taking. The value
assigned to expected future annual eaxrnings is to be derived from
an analysis of its average carmings (section 303) and its annual
net income subsequent to the valuation date.
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Sgorion 106, Maximum dameages payable.

The amount of Jamape vahi i
Es p:;_uahtc under thiz act shall 2K
cater of not axceed ths
(a} ten times the aveTAge earn:'".-g'ﬁ. of the injured business; or
ol ?

(b) an ameauat
N Cq.:di o the 'aiuﬂ 4] : ¥
1 ¥ f th.(. ph S-Cal assets Of the n-

SporioN 306. M aximum damages payable.

In order to balance the ingerests of the injured business
against the inter:sts of the condemning authority, it is necessary
to set 4 reasonable maximum upon the damages payable under
this act. [t would be an unrcasonable hindrance to eminent
domain proceedings to permit an injured business with negligible -
physical assets to receive damages under this act in excess of ten
fimes its Average carnings prior to the taking. On the other hand,
it would be unreasonable Limit an injured business with con-
siderable physical assets and relatively small average earnings
to a recovery fess than an amount equal to the value of its physical
assets. By establishing a maximum this section protects the
interests of the condemning authority; by making the maximum
the greater of ten times the average earnings of the injured busi-
ness or an amount equal to the value of the physical assets of the
injured business this section protects the interests of the injured

business,



Meporandum T5-22

(o) Any dispiacert person who moves or discontinues his
business or farl: operation who eicets 10 aeeept the payment
authorized by this subdivision i i of the payment au-
thorized by subdivision Jal. shall receive a fixed refncation
peyment in £ ameoet egual to the averuge unnual net earn-
ings of the business or farm operation, except that such pay-
ment shall not be less than two rhousand five hundred doflars
($2,5001 nor more than ten theusand doilars ($10,000). In the
case of # business, no payment shall be made under this sub-
division, unless the poblic entity is satisfied that the business
cannot be relocated without a substantial loss of patron-
age and is not a part of a commercial enterprise hav-
ing at least une other establishment not being acquired, which
is engaged in the same or similar business. For perposes of this
subdivision, the tertn '‘average sonual net earnings’’ meuns
one-half of any net earnings of the business, or farm operation,
before federal, state, and loeal income taxes, during the two
taxable vears immediately preceding the taxable year in which
siieh buginess or farm operation moves from the real property
being aequired, nr during such other period as the public en-
tity determines to be more equitable for estublishing such
earnings, and includes any compensalion paid by the business
or farm operation to the owner, his spouse,.or his dependents
during sucl two-year or such other peried. To he eligible for
the payment authorized by thiy sabdivisivn, the busipess or
farm operaticn shzll muke 2veilsble its state income tax ree-
ords, and its finencial statemeuts and accounting records, for
audit for confidential use 1o Jdetermine the payment author-
ized by this subdivision. In the case of au outdoor advertising
display, the payvment shali be limited to the amount necessary
to physieally move or replace such dispiay.

Cade Spetion TobE(c)



